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SECOND SUR-REPLY MEMORANDUM OF PLAINTIFFS STEINER
ET AL., REITERATING THEIR REQUEST FOR ORAL ARGUMENT,

ORAL ARGUMENT REQUESTED

WITH RESPECT TO THEIR MOTION FOR APPOINTMENT

AS LEAD PLAINTIFFS FOR PURCHASERS OF ENRON PREFERRED
STOCK AND APPROVAL OF THEIR SELECTION OF LEAD COUNSEL

Plaintiffs Henry H. Steiner, Christine L. Benoit, Daniel Kaminer, Michael and

Jennifer Cerone, and Harold Karnes (hereinafter, the "Proposed Preferred Purchaser Lead

Plaintiffs") respectfully submut this second sur-reply in further support of their motion for their

appointment as Lead Plaintitis for purchasers of Enron preferred stock and approval of their

o
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selection of lead counsel. We apologize for this belated submission, but the facts discussed

i a

herein just came to light yesterday in a Wall Street Journal article discussed below.

The central thesis of the lead plainﬁff motion by the Proposed Preferred Purchaser
Lead Plaintiffs is that there are material differences and conflicts of interest between Enron
common and preferred stock which mandate the conclusion that there should be separate
plaintiffs or at the least, at this juncture, separate representation for preferred stock purchasers.
The representatives for each category of security purchasers (common, preferred and debt)
would have actual decision-making authority for their respective groups in the event of contlicts,
even if under a committee chair of one interest.

The material differences between Enron preferred and Enron common stock are

graphically illustrated by the lead article in yesterday’s Wall Street Journal entitled “How

Treasury Lost in Battle to Quash a Dubious Security: Instrument Issued By Enron and Others
Can Be Used as Both Debt and Equity.” Feb. 4, 2002, at Al, col. 6. A copy of the article 1s
attached hereto, and we urge the Court to read it in full.

The article focuses on Enron Capital LLC, one of the Enron preferred securities

which is the subject of this action. Only the Steiner complaint, which was brought on behalf of

purchasers of Enron preferred stock (and which was consolidated into the Newby action),

specifically mentions Enron Capital LLC. Steiner Amended Complaint {424, 26 (Civil Action
No. H-01-3717). Indeed, two of the movants on the lead plaintiff motion by the Proposed

Preferred Purchaser Lead Plaintiffs purchased Enron Capital LLC preferred stock.



The Journal article states that Enron Capital LL.C preferred stock was “invented”

in 1993 and “designed in such a way that 1t could be called either equity or debt, as needed. For
the tax man, it resembled a loan, so that interest payments could be deducted from taxable
income. For shareholders and rating agencies, who look askance at overleveraged companies, it
resembled equity.” Id. Al, col. 6. The article’s main headline calls the LLC preferred “A
Dubious Security.” 1d. And, a diagram on the LLC Preferred is entitled “Is it debt or Isn’t It?”
Id. A8. Indeed, the article notes that literally scores of investment bankers, lawyers, lobbyists
and government officials were involved in trying to define and explain, and in some instances
hide the fine characteristics of, this financial product.

The article underscores the points made in the preferred purchasers’ prior
submissions on this motion. Unlike the Enron common shares, which were geared towards and
purchased by large institutional investors (such as state pension funds), the Enron preferred
shares were primarily marketed to retail investors. Journal article at 8 (Merrill Lynch retail

marketed the Enron 1994 TOPS issue, which 1s Capital Trust I in paragraph 29 of the Steiner

Amended Complaint). The interests of individuals who purchased “MIPS” and “TOPS” and
other preferred share Enron securities largely because of the coupon or dividend payments were
the opposite of the large institutional common stock purchasers who purchased their stock
speculating that Enron would grow exponentially in value.

The Enron preferred securities described in the Wall Street Journal, which

provided for monthly coupon-like payments, are as far removed from common stock as is

possible for a preferred “equity” security (Journal passim). These preferred securities were

purchased for the income payment and not for the equity participation in Enron. Steven R.



Wolte Declaration previously filed with the Court on this motion. On the other hand, most of the
preferred issues have no recourse to Enron assets, thus starkly distinguishing themselves from
bonds.

The case law cited in our responsive memorandum dated January 21, 2002,
clearly shows that a separate class of preferred stock purchasers should be appointed as a lead
plaintiff by this Court (or at the least there should be Executive Committee representation).

Weisberg v. APL Corp., 76 F.R.D. 233 (E.D.N.Y. 1977) was analyzed extensively in our

responsive brief. There, the district court held that a common stockholder would not be
permitted to represent holders of securities other than the common stock, stating:

The court has ruled that Leonhardt will not be permitted to
represent holders of securities other than APL common shares. It 1s true
that in some circumstances, a trader in one type of security has been
permitted to represent traders in another [citation omitted]. However, we
believe that Leonhardt as a common stockholder is in no position to
represent non-common stock sellers because the damages to the holders of
convertible and other nonconvertible securities are much more tenuous
and remote and difficult of determination so that Leonhardt would have no
real incentive to delve into these complications when the determination of
damages to the common stock by manipulation is so much easier. Thus
Leonhardt’s claims are not typical of and he cannot adequately represent
sellers of non-common securities.

Id. at 238. See other cases cited in our January 21, 2002 responsive memorandum.

The case law, such as Weisberg, which supports movants’ position here, does not

even begin to sufficiently distinguish Enron-type preferred shares from common stock. None of
the court decisions take full account of the remarkable changes in the world of finance in the last
few years. None of the court decisions take into account Enron’s deliberate attempt, through the
aggressive financial engineering implemented by Enron in the last few years, to play both sides

of the line separating debt from equity securities. The profile of the Enron preferred securities 1S



substantially dissimilar from the profile of common stock. Wolfe Decl. passim. Accordingly,

purchasers of Enron preferred stock relied upon different misrepresentations in Enron’s public

filings and statements. Moreover, the inherent nature of the preferred shares kept their share

price afloat much longer than the common stock after the curative disclosures began. Thus, a

different method of proving liability and calculating damages is required for the preferred share

purchasers than for common share purchasers. Wolfe Decl. passim. Indeed, as the Weisberg

Court stated, i1if the common share purchasers were to be 1n charge of this litigation on behalf of

the preferred stock purchasers, the common stock purchaser representatives “would have no real

22

incentive to delve into these complications.” In fact, for whatever complications were foreseen

in the Weisberg ruling, the financial structuring of “MIPS” and “TOPS” (and the other Enron

preferred securities) raise the “complications” foreseen by Weisberg to a new level.

We submit that the Journal’s extensive analysis confirms that given the features of

Enron preferred securities, they are neither fish nor fowl, but are a completely separate kind of
animal, and must be treated separately from both Enron common stock and Enron debt — with

separate lead plaintiffs and lead counsel, or at the least separate representation.

Dated: February 35, 2002.
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CERTIFICATE OF SERVICE

I hereby certify that a true and correct copy of the foregoing Second Sur-Reply
Memorandum Of Plaintiffs Steiner Et Al., Reiterating Their Request For Oral Argument, With

Respect To Their Motion For Appointment As Lead Plaintiffs For Purchasers Of Enron Preferred
Stock And Approval Of Their Selection Of Lead Counsel has been delivered by serving all

counel of record on this the day of Few. % 6\

/J”’ACK E. MCGEHEE




, ﬁf,

THE WALL STREET JOURNAL MONDAY, FEBRUARY 4, 2002

Double Play

How Treasury Lost
' In Battle to Quash
| A'Dubious Security

-

| Instrument Issued by Enré:rl
And Others Can Be Used

f

As Both Debt and Equity -

' Win for Flotilla of Lobbyists

By JorN D. McKinnoN
And Grec Hitr L
Staff Reporters of THE WALL STREET JOURNAL
In 1993, Goldman Sachs & Co. inventeda
security that offered Enron Corp.and other
companies an irresistible combination.

It was designed in.such a way that 1t
could be called debt or equity, as needed.
For the taxman, itresembled a loan, sothaf
| interest payments could be deducted from
taxable income. For shareholders and rat-

ing agencies, wholook askanceat werle’%e’r—' '

aged companies, it resembled, equity. .

To top officials at the Clinton Treasury:
Department, the so-called Monthly Inceme.'

Moves and Countermoves’ -
- ® Treasury’s O'Neill favore strong steps
| to hold eorporate chiefs accountable, A2
s A report by Enron’s board finds im- .
proper financial transactions, A3. = °

® Andersen retains Volcker to spearhead -

| changes In its business practices, A3, -
® Lay backs out of a scheduled appedr-
ance to testify on Capitol Hill, AS.

® Several companies may follow Disney’s
maove to curb auditors’ multiple roles, A6.

| charade--a way for companies to mask the

size of their debt while cuttmg their Eederal
tax bill.

Preferred Shares, or MIPS, looked like a

()

F

]
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Treasury made repeated attempts to cur-
tail their use. In 1994, it scolded Wall Street
firms and asked the Securities and- Ex-
change Commission to intervene. The next
year, the department sent legislative pro-
posals to Congress aimed at closing loop-
hates and punishing offenders. In 1998, the
Internal Revenue Service tried to disaliow
Enron’s tax deductions. Each move was

beaten back by a coalition of investment

banks, law firms and corporate borrowers,
all of whom had a financial stake in the dpou:
ble-edged accounting maneuver.

The MIPS saga shows how moneyed in-
terests, with armies of well-connected lob-
byists and wads of campaign contributions
to both parties, defeated the Treasury’s ef-

forts to force straightforward corporate ac- -

counting. With eorporate bookkeeping now
under scrutiny, the story of this flexible fi-

~ nancial instrument shows how such ac:
counting gimmickry gained aeceptance. -

Enron's collapse cannot be traced to
any one decision. But the survival of MIPS
was an early milestone for what became. a

series of transactions in which the eom-

pany borrowed more and more without
making clear that was what it was doing.

In the first of several similar deals, En-
ron in November 1993 set up a subsidiary
called Enron Capital LLC in Turks and Ca-
icos, a Caribbean tax haven. The unit sold
about 3214 million in preferred shares—the

MIPS—to investors through Goldman Sa- -

chs, promising an 8% annual dividend paid
in monthly instaliments. The subsidiary
thenlent the proceeds to the parent corpora-
tion, to be paid back over 5{ years or more,

- Two Treatments T

Enron deducted from its taxable earn-

ings about $24 million in interest pay-

ments that it paid in 1933 and 1994 to En-

ron Capital, according to IRS court filings: .

But in reports to shareholders, Enron de-
scribed the obligation.as “preferred stock

i in subsidiary companies.”

REven though Enron had in effect gone

-$200 million in debt, company executives

figured its credit rating would actually | im-
prove. Lea Fastow, then working in corpo-

! rate finance at Enron {and the wife of

Andrew Fastow, later Enron’s chief finan-
cial officer) told Institutional Investor mag-

azine in October 1994 that the MIPS offer-.

ings were part of an effort to raise its
“rating from triple-B to single-A by the end
of 1995. By December 1995, Enron's credlt
rating was up to triple-B-plus.

J"I-‘J L LT
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MIPS transactions would, she sau, 1c-

duce the company's debt-to-equity ratio:

But dtandard & Poor’s, in ifs rating of
November 1993 of the first MIPS deal, cau-
tioned that Enron’s financial maneuvers-
were “aggressive and not particularly sup-
portive of credit quality.” A spokesman for
Ms. Fastow said she declined to comment.

From Seedling to Forest - REI

The details of MIPS were disclosed in

SEC filings, which came to the Treasury's
attention almost immediately. Treasury of-.
ficials feared this seedling would sproist -

into a forest, and they were right. Epron,
one of two MIPS pioneers—the other was
Texaco—eventually issued atleast $1 billion
of MIPS and similar securities, known ge-
nerically as “trust preferred” securities.
Texaco, now part of ChevronTexaco Corp.,
issued at least $525 million. Utilities, banks
andother companies found them attractive,
tco. In all, $180 billion of trust-preferred se-
curities is outstanding. -
Aiter reviewing the documents on En-
ron’s 1893 transactions, Treasury tax’offi-
cials—led by Leslie Samuels, then the assis-
tant secretary ifor tax policy—moved
quickly, hoping to act before too many other

. corporations and individual investors be-

come involved in MIPS-like deals, Early In
1834, Treasury and IRS officials summoned
investment bankers and lawyers to express
Washington’s skepticism about the deals.
To put extra pressure on Wall Street,

- Please Turn to Page A8, Column 1 -

", Continued From First Page

the Treasury officials invited SEC staff to

sit in on the meeting. The goal was to keep .

the investment bankers from telling two
different ‘stories to the two sets of regula-
tors: tellinng the IRS that the problem was
with how MIPS are handled in SEC filings,
and telling the SEC that it was a tax issue.

The Wall Street bankers and lawyers
weren't persuaded. So the Treasury be-
seeched SEC staff to stop the practice. “One
of the pitches the Treasury made was, ‘Do
you realize that companies have billions of
dollars of debt that isn’t showing up as
debt?’ ” according to an official who was
there. The SEC did little except recommend
that companjes change the way they de-
scribethe secirrities. The SECsuggestedde-
scribing them as “company-obligated man-
datorily redeemable security of subsidiary
holding solely parent debentures” or simi-
lar wording.

. An SEC spokesman declined to elabo-
rate .on guidance the agency issued that
says companies should “consider the ade-
gquacy of disclosures” about trust-pre-
ferred securities and *“describe fully the
terms” in footnotes.

. Later in 1994, the IRS issued a formal
sgaQement, warning companies™~that it
would be scrutinizing MIPS and similar

. .Securities, and would consider rejecting

interest deductions if they were for securi-
ties treated as equity in corporate finan-.
cial statements- to shareholders. .

.. All this had little effect, though. Merrill
Lynch, with its substantial base of retail
1nvestors, joined the party with a $75 mil-
lion Enron issue in 1994, dubbing its ver-
ston- Trust-Originated Preferred Securi-
ties. Other companies did the same.

S0 In late 1995 looking for ways to raise
tax payments by corporations to reduce
the federal budget deficit, the Treasury
assembled a list of corporate tax and ge-
punting abuses to target, and put MIPS
hear the top of the list. ‘ '
Redrawing the Line )

** In an unusual move, the Treasury.un-
velled its legisiative proposals on Dec. 7, 1995,
criticizing “blurring of thetraditional line be-
tween debt and equity” The Treasury’s tax
proposals typically are a little-noticed side-
bight in the president’s budget when it comes
out in early February.

«- " We knew Wall Street was working furi-
ously to exploit tax loopholes with financial

" Instruments, and the industry correctly per-

ceived that'we were largeting that activ-
ity,” said Clarissa Potter, an ex-Treasury
official now at Georgetown University Law
{;enter. , :

- Businesses account for alt sorts of trans:
actions one way on their 'tax returns and
another way in shareholder accounts. Comi-
panies often depreciate investments more’
rapidly on their tax returns—which means
bigger depreciation charges that reduce-
profits subject to federal taxes—than they
do in the profit reports they give sharehold- -
ers. ‘ .
But MIPS and their kin were particularly

aggressive. And the Treasury's proposals o
quash them were tough. They would have de-
meil the interest deduction for any transac-
tior: Jasting more than 20 years that was not.
treated as debt for accounting purposes. They

. Would have punished not only the parent com-

pany but other businesses that got involvedin
the deals, denying them another deduction
that 1s available to corporations. The Trea-
syry also said its restrictions should be effec-
tive as of Dec. 7, no matter when Congress
acted. The Treasury estimated that its propos-
als would raise $800 million in additional reve-
nues over five years.

Wall Street reacted forcefully. “Dec, 7,
1955, IS a day that will live in infamy,” Micah
Green, head of the Bond Market Association,
4 trade group, said publicly at tlie time, cons
demuning the Clinton proposals. =~ 7.z °







The backers of MIPS and other t:mst-r

preferred securities assembled a flotilla of
weil-connected lobbyists to fight the Trea-
sury. Among them: Mark Weinberger, who
is now the Treasury’s top tax official: Nick
Calio, who was a lobbytst for the ﬁrst Bush
White House and is now chief lobbyist in
the. second; Fred Goldberg, who was the
top tax official and IRS commissioner .in
the-first Bush administration; Kenneth Du-
berstein, who had been Ronald Reagan’s
chief of staff; and Lawrence E. O’Brien I,
who had been a lobbyist in the Carter Trea-
sury. .
A law firm that did significant work for
Enron, Vinson & Elkins, registered as a lob-

byist for both Enron and Goldman Sachs.
Enron itself reported lobbying ex-

-penses—not counting campaign contribu-

tions—of $536,000 for 1996 and $1 million in

1997 on “budget and tax leglslatmn includ-
ing “corporate welfare.”

- Their first goal was to get rid of the Dee. 7,
1995, effective date. Victory came in March
1396 when the chairmen of the tax-writing
committees, both Republicans, said that even
if they adopted some Clinton proposals, they
wouldn't make them “retroactive.”
*  Butthe Treasury centinued topressits pro-
posal to treat as equity, and therefore ineligi-

ble for any interest tax deduction, any finan-
cial instrument that had a tetm of more than
20 years and wasn’t shown as debt on the com-
pany’s balance sheet.

Thelobbyists successiully asked members
of the House and Senate tax-writing commit-
tees to announce their opposition to the Trea-
sury proposals in letters to colleagues or to the
Clinton administration.

Thaose letters, in turn, became fodder for
lobbyists seeking broader support. The Bond
Market Association would eventually assem-
ble an inch-thick collection of critical let-
ters—some from lawmakers and some {0
them from financial-market critics of the pro-
posals. “It’s the heft of the thing, the thud
when it hits the table,” says John Vogt, the

hond industry’s top Washington lobbyist, who

still keeps a copy.

One letier, signed by Jon Corzine, then
chief executive officer of Goldman Sachs,
and 34 others portrays the Treasury as at-
tempting to draw “completely arbitrary”
lines between debt and equity. Mr. Corzine,
now a Democratic senator from New Jer-
sey, says it’s unfair to equate Enron’s early
‘use of the new financial instrument, which
was disclosed in SEC filings, with its subse-
~ quent creation of partmerships to hide debt
and generate dubious earnings.

‘A Lepitimate Question’

“I"'m not saying it wasn't aggressive tax
policy—that’s why the Clinton administration
did what it did—but it wasn’t designed to hide
bad assets,” Sen. Corzine says. “There was a
lepitimate question with regard to the tax
treatment,” he said. But “lawyers said it was
right. Accountantssaid it was right—not that
that counts for muchnow-ang the courts said

it was rignt.”

Asthebattleintensified, the U. S.Chamber
of Commerce and the National Association of
Manufacturers joined the fray. Merrill Lynch,
in written testimony to Congress, said there

wasn’'t any need to worry because trust-pre-
ferred securities “are issued by well-estab-
lished companies that are likely to remain in
business throughout the tenn of the obhga- .
tion.” _
- Wall Street argued that Everyone except
the Clinton administration was now comfort-
able with the securities and that the adminis-
fration was simply trying {o raise pusiness
taxes. “The target may be Wall Street but the
victims live on Main Street.... It is going to
come out of people s pocketis, and the peaple
who are paying are largely going o be work-
ers and middle-class savers,” testified Mr.
Goldberg, the former TRS commissioner then
at the law firm of Skadden Arps, which had -
helped structure some of Enron’s frust-pre-
ferred deals. Mr. Goldberg said at the time -
that he wasn't lobbying on behalf of any spe-.
cific client, though he acknowledged that sev-
erat were interested. He declines to comment* -
now. -
In the end, only a few Clinton corporate-
tax proposals became law in the suminer of
1997. The proposals aimed at MIPS and other
trust-preferred securities were largely forgot-
ten—until Enron’s collapse. -
But the IRS didn't give up. In an audit of
Enron’s tax returns, IRS field agents in

)
— I'M

Texas challenged Enron’s deductions for its
MIPS-related debt. The argument was sim-
ple: the securities were more like equity
than debt, and dmdends on equity aren't
tax-deductible. -

Enron appealed the IRS action to the U. S.
Tax Court in April 1998. The Wall Street lobby-
ing forces swung into action again, unhappy
that the IRS action was making it difficult to
do new frust-preferred securities. In the sum-
mer of 1998, lawyers for the Wall Street Tax As-
sociation—an organization of tax profession-
als in the securities industry—came to IRS
headquarters in Washington to complain that
the challenge was legally flawed and unfair to

the now well-established markets in the securi-
fles.







“It would be a great pity if we all collec-
tively are forced to wait years for a Tax Court
decision in Enronfoestablish whatshouldbea
straightforward proposition,” Ed Kleinbard,
a lawyer who worked with the association,
wrote at the time in Tax Notes, a newsletter.

On Christritas Eve 1338, the IRS quietly
folded, telling the Tax Court that the deal was

Iegitimate—-for tax purposes. “Enron Capital

is a valid entity that is separate and distinet
_from Enron for federal income tax purposes,”

“the IRS conceded: That meant that “the 1993
loan constitutes indebtedness of Enron forfed *

On Jan, 24, the senior Démocrat on the
House tax-writing committee, Charles Ran-
- gelofNew York, introduced legislation similay
. to the Clinton Treasury’s failed proposals. it
would penalize companies unless they dis- .
- close any debts asliabilities, even debts of off--
balance-sheet parmershlps “If Congres-
sional Republicans had permitted action on
.that [Chinton] proposal, we might not have
seen the spectacular rise and ccllapse of En-
ron,” he says. "

. To which Mr. Vogt, the bund—market lob-

eral income tax purposes.” -

Mr. Weinberger, the lobbyist-turned-Tréa-
sury official, says the IRS decision to back
away proves that the indusiry position was
correct: “We said this Is a legitimate ﬁnanc-'
ing tool for corporations.” - .

ff A spokeswoman for Goldman Sachs
¢t Kathleen Baum, makes a similar point:

* “Trust-preferred securities have become a
standard component of corporate finance
issued by hundreds of compames across
industries. There is full disclosure in finan-
cial statements, and they are well under-
stood by the rating agencies.” Defenders of
trust-preferred securities say rating agen-
cies only give them some credit as equity.
But critics say -they should be reportedf

"+ more clearly as debt.

. Getting Around the Rules

.~ Lynn Turner, the SEC’S chief acmuntant
" from 1998 to 2001, said trust-preferred securi-

+ ties arean exa.mple of the aggressive ac-
counting that grew in frequency during the
]99{13 while regulators dawdled. “As a resuit,
we have balance sheets getting much better
credit ratings than they should, and compa-

. nies looking more liquid and in much betier
financial shape than they are,” he -said.:
“This is a very good example of how the
professional community, including under-
writers, attorneys and auditors, was {rying

. tofind ways to structure things to get amund
the rules.”

Since Enron’s 1mplosmn the Fmam:lal At--
counting Standards Board, which sets ae-
counting standards, has revived effortstore- -
solve the contmversy OVET Securities that pur- :
port to be debt for some purposes and equity .
for others. The Treasury's deputy assistant
secretary for tax policy, Pam Olson, told-a
New York tax-lawyers group recently that
there’s new reason to think about closing the
gap between financial accounting and tax ac-
counting. But Treasury officials emphasize
that they aren’t among the agencies investi-
gating Enron’s finances and haven’t come to
any conclusions about the role debi-eguity ar-

rangements played in its collapse.

byist, replies: “Clinton dropped the propos-
als from his budget. Nswﬂxatszmﬂarpmpos-
;}sﬂh‘:vemfle’fmrfaeed wé're on om' way back

9



Is It Debt or
Isn’t ?

How one MIPS deat

ﬁ £ =
worked mﬂ;&;ﬂ
it R
S
- - -~ ::'
. :-rg“:}
o
=
=
> ey
0 e

Enron creates Enron
Capital in Turks and
Caicos, a Caribbhean
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Enron Capital sells
$214 million in
Monthly Income
Preferred Shares
{IViiPS) to investors via
Goldman Sachs
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